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INTRODUCTION

The Senate Committee on Finance has scheduled a markup of an original bill, the
“National Employee Savings and Trust Equity Guarantee Act of 2005 on July 26, 2005. This
document,’ prepared by the staff of the Joint Committee on Taxation, provides a description of
the bill.

! This document may be cited as follows: Joint Committee on Taxation, “Description of the
Chairman’s Mark of the National Employee Savings and Trust Equity Guarantee Act of 2005 (JCX-56-
05), July 22, 2005.



I. DIVERSIFICATION RIGHTS AND OTHER DEFINED CONTRIBUTION
PARTICIPANT PROTECTIONS

A. Employee Diversification Rights for Defined Contribution Plans
Holding Employer Securities

Present Law

In general

Defined contribution plans may permit both employees and employers to make
contributions to the plan. Under a qualified cash or deferred arrangement (commonly referred to
as a “section 401(k) plan”), employees may elect to make pretax contributions to a plan, referred
to as elective deferrals. Employees may also be permitted to make after-tax contributions to a
plan. In addition, a plan may provide for employer nonelective contributions or matching
contributions. Nonelective contributions are employer contributions that are made without
regard to whether the employee makes elective deferrals or after-tax contributions. Matching
contributions are employer contributions that are made only if the employee makes elective
deferrals or after-tax contributions.

Under the Internal Revenue Code (the “Code”),? elective deferrals, after-tax employee
contributions, and employer matching contributions are subject to special nondiscrimination
tests. Certain employer nonelective contributions may be used to satisfy these special
nondiscrimination tests. In addition, plans may satisfy the special nondiscrimination tests by
meeting certain safe harbor contribution requirements.

The Code requires employee stock ownership plans (“ESOPs”) to offer certain plan
participants the right to diversify investments in employer securities. The Employee Retirement
Income Security Act of 1974 (“ERISA”) limits the amount of employer securities and employer
real property that can be acquired or held by certain employer-sponsored retirement plans. The
extent to which the ERISA limits apply depends on the type of plan and the type of contribution
involved.

Diversification requirements applicable to ESOPs under the Code

An ESOP is a defined contribution plan that is designated as an ESOP and is designed to
invest primarily in qualifying employer securities and that meets certain other requirements
under the Code. For purposes of ESOP investments, a “qualifying employer security” is defined
as: (1) publicly traded common stock of the employer or a member of the same controlled
group; (2) if there is no such publicly traded common stock, common stock of the employer (or
member of the same controlled group) that has both voting power and dividend rights at least as
great as any other class of common stock; or (3) noncallable preferred stock that is convertible
into common stock described in (1) or (2) and that meets certain requirements. In some cases, an

2 All references to the “Code” are to the Internal Revenue Code. All section references and
descriptions of present law refer to the Code unless otherwise indicated.



employer may design a class of preferred stock that meets these requirements and that is held
only by the ESOP.

An ESOP can be an entire plan or it can be a component of a larger defined contribution
plan. An ESOP may provide for different types of contributions. For example, an ESOP may
include a 3gualified cash or deferred arrangement that permits employees to make elective
deferrals.

Under the Code, ESOPs are subject to a requirement that a participant who has attained
age 55 and who has at least 10 years of participation in the plan must be permitted to diversify
the investment of the participant’s account in assets other than employer securities.* The
diversification requirement applies to a participant for six years, starting with the year in which
the individual first meets the eligibility requirements (i.e., age 55 and 10 years of participation).
The participant must be allowed to elect to diversify up to 25 percent of the participant’s account
(50 percent in the sixth year), reduced by the portion of the account diversified in prior years.

The participant must be given 90 days after the end of each plan year in the election
period to make the election to diversify. In the case of participants who elect to diversify, the
plan satisfies the diversification requirement if: (1) the plan distributes the applicable amount to
the participant within 90 days after the election period; (2) the plan offers at least three
investment options (not inconsistent with Treasury regulations) and, within 90 days of the
election period, invests the applicable amount in accordance with the participant’s election; or
(3) the applicable amount is transferred within 90 days of the election period to another qualified
defined contribution plan of the employer providing investment options in accordance with (2).”

ERISA limits on investments in employer securities and real property

ERISA imposes restrictions on the investment of retirement plan assets in employer
securities or employer real property.® A retirement plan may hold only a “qualifying” employer
security and only “qualifying” employer real property.

Under ERISA, any stock issued by the employer or an affiliate of the employer is a
qualifying employer security.” Qualifying employer securities also include certain publicly
traded partnership interests and certain marketable obligations (i.e., a bond, debenture, note,
certificate or other evidence of indebtedness). Qualifying employer real property means parcels

® Such an ESOP design is sometimes referred to as a “KSOP.”

% Sec. 401(a)(28). The present-law diversification requirements do not apply to employer
securities held by an ESOP that were acquired before January 1, 1987.

® IRS Notice 88-56, 1988-1 C.B. 540, Q&A-16.
® ERISA sec. 407.

" Certain additional requirements apply to employer stock held by a defined benefit pension plan
or a money purchase pension plan (other than certain plans in existence before the enactment of ERISA).



of employer real property: (1) if a substantial number of the parcels are dispersed geographically;
(2) if each parcel of real property and the improvements thereon are suitable (or adaptable
without excessive cost) for more than one use; (3) even if all of the real property is leased to one
lessee (which may be an employer, or an affiliate of an employer); and (4) if the acquisition and
retention of such property generally comply with the fiduciary rules of ERISA (with certain
specified exceptions).

ERISA also prohibits defined benefit pension plans and money purchase pension plans
(other than certain plans in existence before the enactment of ERISA) from acquiring employer
securities or employer real property if, after the acquisition, more than 10 percent of the assets of
the plan would be invested in employer securities and real property. Except as discussed below
with respect to elective deferrals, this 10-percent limitation generally does not apply to defined
contribution plans other than money purchase pension plans.? In addition, a fiduciary generally
is deemed not to violate the requirement that plan assets be diversified with respect to the
acquigsition or holding of employer securities or employer real property in a defined contribution
plan.

The 10-percent limitation on the acquisition of employer securities and real property
applies separately to the portion of a plan consisting of elective deferrals (and earnings thereon)
if any portion of an individual’s elective deferrals (or earnings thereon) are required to be
invested in employer securities or real property pursuant to plan terms or the direction of a
person other than the participant. This restriction does not apply if: (1) the amount of elective
deferrals required to be invested in employer securities and real property does not exceed more
than one percent of any employee’s compensation; (2) the fair market value of all defined
contribution plans maintained by the employer is no more than 10 percent of the fair market
value of all retirement plans of the employer; or (3) the plan is an ESOP.

Description of Proposal

In general

Under the proposal, in order to satisfy the plan qualification requirements of the Code
and the vesting requirements of ERISA, certain defined contribution plans are required to
provide diversification rights with respect to amounts invested in employer securities or
employer real property. Such a plan is required to permit applicable individuals to direct that the
portion of the individual’s account held in employer securities or employer real property be
invested in alternative investments. Under the proposal, an applicable individual includes:

(1) any plan participant; and (2) any beneficiary who has an account under the plan with respect

® The 10-percent limitation also applies to a defined contribution plan that is part of an
arrangement under which benefits payable to a participant under a defined benefit pension plan are
reduced by benefits under the defined contribution plan (i.e., a “floor-offset” arrangement).

° Under ERISA, a defined contribution plan is generally referred to as an individual account plan.
Plans that are not subject to the 10-percent limitation on the acquisition of employer securities are referred
to as “eligible individual account plans.”



to which the beneficiary is entitled to exercise the rights of a participant. The time when the
diversification requirements apply depends on the type of contributions invested in employer
securities or employer real property.

Plans subject to requirements

The diversification requirements generally apply to an “applicable defined contribution
plan,”*® which means a defined contribution plan holding publicly-traded employer securities
(i.e., securities issued by the employer or a member of the employer’s controlled group of
corporations™ that are readily tradable on an established securities market).

For this purpose, a plan holding employer securities that are not publicly traded is
generally treated as holding publicly-traded employer securities if the employer (or any member
of the employer’s controlled group of corporations) has issued a class of stock that is a publicly-
traded employer security. This treatment does not apply if neither the employer nor any parent
corporation®? of the employer has issued any publicly-traded security or any special class of
stock that grants particular rights to, or bears particular risks for, the holder or the issuer with
respect to any member of the employer’s controlled group that has issued any publicly-traded
employer security. For example, a controlled group that generally consists of corporations that
have not issued publicly-traded securities, may include a member that has issued publicly-traded
stock (the “publicly-traded member”). In the case of a plan maintained by an employer that is
another member of the controlled group, the diversification requirements do not apply to the
plan, provided that neither the employer nor a parent corporation of the employer has issued any
publicly-traded security or any special class of stock that grants particular rights to, or bears
particular risks for, the holder or issuer with respect to the member that has issued
publicly-traded stock. The Secretary of the Treasury has the authority to provide other
exceptions in regulations. For example, an exception may be appropriate if no stock of the
employer maintaining the plan (including stock held in the plan) is publicly traded, but a member
of the employer’s controlled group has issued a small amount of publicly-traded stock.

The diversification requirements do not apply to an ESOP that: (1) does not hold
contributions (or earnings thereon) that are subject to the special nondiscrimination tests that
apply to elective deferrals, employee after-tax contributions, and matching contributions; and
(2) is a separate plan from any other qualified retirement plan of the employer. Accordingly, an
ESOP that holds elective deferrals, employee contributions, employer matching contributions, or

19 Under ERISA, the diversification requirements apply to an “applicable individual account
plan.”

1 For this purpose, “controlled group of corporations” has the same meaning as under
section 1563(a), except that, in applying that section, 50 percent is substituted for 80 percent.

12 For this purpose, “parent corporation” has the same meaning as under section 424(e), i.e., any
corporation (other than the employer) in an unbroken chain of corporations ending with the employer if
each corporation other than the employer owns stock possessing at least 50 percent of the total combined
voting power of all classes of stock with voting rights or at least 50 percent of the total value of shares of
all classes of stock in one of the other corporations in the chain.



nonelective employer contributions used to satisfy the special nondiscrimination tests (including
the safe harbor methods of satisfying the tests) is subject to the diversification requirements
under the proposal. The diversification rights applicable under the proposal are broader than
those applicable under the Code’s present-law ESOP diversification rules. Thus, an ESOP that is
subject to the new requirements is excepted from the present-law rules.*®

The diversification requirements under the proposal also do not apply to a one-participant
retirement plan. A one-participant retirement plan is a plan that: (1) on the first day of the plan
year, covers only one individual (or the individual and his or her spouse) and the individual owns
100 percent of the plan sponsor (i.e., the employer maintaining the plan), whether or not
incorporated, or covered only one or more partners (or partners and their spouses) in the plan
sponsor; (2) meets the minimum coverage requirements without being combined with any other
plan that covers employees of the business; (3) does not provide benefits to anyone except the
individuals (and spouses) described in (1); (4) does not cover a business that is a member of an
affiliated service group, a controlled group of corporations, or a group of corporations under
common control; and (5) does not cover a business that uses leased employees. It is intended
that, for this purpose, a “partner” includes an owner of a business that is treated as a partnership
for tax purposes. In addition, it includes a two-percent shareholder of an S corporation.**

Elective deferrals and after-tax employee contributions

In the case of amounts attributable to elective deferrals under a qualified cash or deferred
arrangement and employee after-tax contributions that are invested in employer securities or
employer real property, any applicable individual must be permitted to direct that such amounts
be invested in alternative investments.

Other contributions

In the case of amounts attributable to contributions other than elective deferrals and after-
tax employees contributions (i.e., nonelective employer contributions and employer matching
contributions) that are invested in employer securities or employer real property, an applicable
individual who is a participant with three years of service,' a beneficiary of such a participant,
or a beneficiary of a deceased participant must be permitted to direct that such amounts be
invested in alternative investments.

The proposal provides a transition rule for amounts attributable to these other
contributions that are invested in employer securities or employer real property acquired before
the first plan year for which the new diversification requirements apply. Under the transition

3" An ESOP will not be treated as failing to be designed to invest primarily in qualifying
employer securities merely because the plan provides diversification rights as required under the
provision or greater diversification rights than required under the provision.

4 Under section 1372, a two-percent shareholder of an S corporation is treated as a partner for
fringe benefit purposes.

> Years of service is defined as under the rules relating to vesting (sec. 411(a)).



rule, for the first three years for which the new diversification requirements apply to the plan, the
applicable percentage of such amounts is subject to diversification as shown in Table 1, below.
The applicable percentage applies separately to each class of employer security and to employer
real property in an applicable individual’s account. The transition rule does not apply to plan
participants who have three years of service and who have attained age 55 by the beginning of
the first plan year beginning after December 31, 2005.

Table 1.-Applicable Percentage for Employer
Securities or Employer Real Property Held on Effective Date

Plan year for which Applicable

diversification applies: percentage:
First year 33 percent
Second year 66 percent
Third year 100 percent

The application of the transition rule is illustrated by the following example. Suppose
that the account of a participant with at least three years of service held 120 shares of employer
common stock contributed as matching contributions before the diversification requirements
became effective. In the first year for which diversification applies, 33 percent (i.e., 40 shares)
of that stock is subject to the diversification requirements. In the second year for which
diversification applies, a total of 66 percent of 120 shares of stock (i.e., 79 shares, or an
additional 39 shares) is subject to the diversification requirements. In the third year for which
diversification applies, 100 percent of the stock, or all 120 shares, is subject to the diversification
requirements. In addition, in each year, employer stock in the account attributable to elective
deferrals and employee after-tax contributions is fully subject to the diversification requirements,
as is any new stock contributed to the account.

Rules relating to the election of investment alternatives

A plan subject to the diversification requirements is required to give applicable
individuals a choice of at least three investment options, other than employer securities or
employer real property, each of which is diversified and has materially different risk and return
characteristics. It is intended that other investment options generally offered by the plan also
must be available to applicable individuals.

A plan does not fail to meet the diversification requirements merely because the plan
limits the times when divestment and reinvestment can be made to periodic, reasonable
opportunities that occur at least quarterly. It is intended that applicable individuals generally be
given the opportunity to make investment changes with respect to employer securities or
employer real property on the same basis as the opportunity to make other investment changes,
except in unusual circumstances. Thus, in general, applicable individuals must be given the
opportunity to request changes with respect to investments in employer securities or employer
real property with the same frequency as the opportunity to make other investment changes and
that such changes are implemented in the same timeframe as other investment changes, unless
circumstances require different treatment. For example, in the case of a plan that provides



diversification rights with respect to investments in employer real property, if the property must
be sold in order to implement an applicable individual’s request to divest his or her account of
employer real property, a longer period may be needed to implement the individual’s request
than the time needed to implement other investment changes. Providing a longer period is
permissible in those circumstances.

Except as provided in regulations, a plan may not impose restrictions or conditions with
respect to the investment of employer securities or employer real property that are not imposed
on the investment of other plan assets (other than restrictions or conditions imposed by reason of
the application of securities laws). For example, such a restriction or condition includes a
provision under which a participant who divests his or her account of employer securities or
employer real property receives less favorable treatment (such as a lower rate of employer
contributions) than a participant whose account remains invested in employer securities or
employer real property. On the other hand, such a restriction does not include the imposition of
fees with respect to other investment options under the plan, merely because fees are not
imposed with respect to investments in employer securities.

Effective Date

The proposal is generally effective for plan years beginning after December 31, 2005. In
the case of a plan maintained pursuant to one or more collective bargaining agreements, the
proposal is effective for plan years beginning after the earlier of (1) the later of December 31,
2006, or the date on which the last of such collective bargaining agreements terminates
(determined without regard to any extension thereof after the date of enactment), or
(2) December 31, 2007.

A special effective date applies with respect to employer matching and nonelective
contributions (and earnings thereon) that are invested in employer securities that, as of
September 17, 2003: (1) consist of preferred stock; and (2) are held within an ESOP, under the
terms of which the value of the preferred stock is subject to a guaranteed minimum. Under the
special rule, the diversification requirements apply to such preferred stock for plan years
beginning after the earlier of (1) December 31, 2006; or (2) the first date as of which the actual
value of the preferred stock equals or exceeds the guaranteed minimum. When the new
diversification requirements become effective for the plan under the special rule, the applicable
percentage of employer securities or employer real property held on the effective date that is
subject to diversification is determined without regard to the special rule. For example, if, under
the general effective date, the diversification requirements would first apply to the plan for the
first plan year beginning after December 31, 2005, and, under the special rule, the diversification
requirements first apply to the plan for the first plan year beginning after December 31, 2008, the
applicable percentage for that year is 100 percent.



B. Notice of Freedom to Divest Employer Securities or Real Property
Present Law

Under ERISA, a plan administrator is required to furnish participants with certain notices
and information about the plan. This information includes, for example, a summary plan
description that includes certain information, including administrative information about the
plan, the plan’s requirements as to eligibility for participation and benefits, the plan’s vesting
provisions, and the procedures for claiming benefits under the plan. Under ERISA, if a plan
administrator fails or refuses to furnish to a participant information required to be provided to the
participant within 30 days of the participant’s written request, the participant generally may bring
a civil action to recover from the plan administrator $100 a day, within the court’s discretion, or
other relief that the court deems proper.

The Code contains a variety of notice requirements with respect to qualified plans. Such
requirements are generally enforced by an excise tax. For example, in case of a failure to
provide notice of a significant reduction in benefit accruals, an excise tax of $100 a day is
generally imposed on the employer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is limited to no more than
$500,000.

Description of Proposal

In general

The proposal requires a new notice under the Code and ERISA in connection with the
right of an applicable individual to divest his or her account under an applicable defined
contribution plan of employer securities or employer real property, as required under the
proposal relating to diversification rights with respect to amounts invested in employer securities
or employer real property. Not later than 30 days before the first date on which an applicable
individual is eligible to exercise such right with respect to any type of contribution, the
administrator of the plan must provide the individual with a notice setting forth such right and
describing the importance of diversifying the investment of retirement account assets. Under the
diversification proposal, an applicable individual’s right to divest his or her account of employer
securities or employer real property attributable to elective deferrals and employee after-tax
contributions and the right to divest his or her account of employer securities or employer real
property attributable to other contributions (i.e., nonelective employer contributions and
employer matching contributions) may become exercisable at different times. Thus, to the extent
the applicable individual is first eligible to exercise such rights at different times, separate
notices are required.

The notice must be written in a manner calculated to be understood by the average plan
participant and may be delivered in written, electronic, or other appropriate form to the extent
that such form is reasonably accessible to the applicable individual. The Secretary of Labor is
directed to prescribe a model notice to be used for this purpose within 180 days of enactment of
the proposal.



Sanctions for failure to provide notice

Excise tax

Under the proposal, an excise tax generally applies in the case of a failure to provide
notice of diversification rights as required under the Code. The excise tax is generally imposed
on the employer if notice is not provided.'® The excise tax is $100 per day for each participant or
beneficiary with respect to whom the failure occurs, until notice is provided or the failure is
otherwise corrected. If the employer exercises reasonable diligence to meet the notice
requirement, the total excise tax imposed during a taxable year will not exceed $500,000.

No tax will be imposed with respect to a failure if the employer does not know that the
failure existed and exercises reasonable diligence to comply with the notice requirement. In
addition, no tax will be imposed if the employer exercises reasonable diligence to comply and
provides the required notice within 30 days of learning of the failure. In the case of a failure due
to reasonable cause and not to willful neglect, the Secretary of the Treasury is authorized to
waive the excise tax to the extent that the payment of the tax would be excessive or otherwise
inequitable relative to the failure involved.

ERISA civil penalty

In the case of a failure to provide notice of diversification rights as required under
ERISA, the Secretary of Labor may assess a civil penalty against the plan administrator of up to
$100 a day from the date of the failure. For this purpose, each violation with respect to any
single applicable individual is treated as a separate violation.

Effective Date

The proposal generally applies to plan years beginning after December 31, 2005. Under
a transition rule, if notice under the proposal would otherwise be required before 90 days after
the date of enactment, notice is not required until 90 days after the date of enactment.

18 In the case of a multiemployer plan, the excise tax is imposed on the plan.
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C. Periodic Pension Benefit Statements for Defined Contribution Plans

Present Law

In general

Under ERISA, a plan administrator is required to furnish participants with certain notices
and information about the plan.” If a plan administrator fails or refuses to furnish to a
participant information required to be provided to the participant within 30 days of the
participant’s written request, the participant generally may bring a civil action to recover from
the plan administrator $100 a day, within the court’s discretion, or other relief that the court
deems proper.

The Code contains a variety of notice requirements with respect to qualified plans. Such
requirements are generally enforced by an excise tax. For example, in case of a failure to
provide notice of a significant reduction in benefit accruals, an excise tax of $100 a day is
generally imposed on the employer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is limited to no more than
$500,000.

Pension benefit statements

ERISA provides that a plan administrator must furnish a benefit statement to any
participant or beneficiary who makes a written request for such a statement. The benefit
statement must indicate, on the basis of the latest available information: (1) the participant’s or
beneficiary’s total accrued benefit; and (2) the participant’s or beneficiary’s vested accrued
benefit or the earliest date on which the accrued benefit will become vested. A participant or
beneficiary is not entitled to receive more than one benefit statement during any 12-month
period.

Statements to participants on separation from service

A plan administrator must furnish a statement to each participant who: (1) separates from
service during the year; (2) is entitled to a deferred vested benefit under the plan as of the end of
the plan year; and (3) whose benefits were not paid during the year. The statement must set forth
the nature, amount, and form of the deferred vested benefit to which the participant is entitled.
The plan administrator generally must provide the statement no later than 180 days after the end
of the plan year in which the separation from service occurs.

7" Governmental plans and church plans are exempt from ERISA, including requirements to
provide notices or information to participants.
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Description of Proposal

Requirements for benefit statements

Under the proposal, the administrator of a defined contribution plan is required under the
Code and ERISA to provide a benefit statement (1) to a participant or beneficiary who has the
right to direct the investment of the assets in his or her account, at least quarterly, (2) to any other
participant or other beneficiary who has his or her own account under the plan, at least annually,
and (3) to other beneficiaries, upon written request, but limited to one request during any
12-month period.*®

The benefit statement is required to indicate, on the basis of the latest available
information: (1) the total benefits accrued; (2) the vested accrued benefit or the earliest date on
which the accrued benefit will become vested; and (3) an explanation of any offset that may be
applied in determining accrued benefits under a plan that provides for permitted disparity or that
is part of a floor-offset arrangement (i.e., an arrangement under which benefits payable to a
participant under a defined benefit pension plan are reduced by benefits under a defined
contribution plan). With respect to information on vested benefits, the Secretary of Labor is
required to provide that the requirements of the proposal are met if, at least annually, the plan:
(1) updates the information on vested benefits that is provided in the benefit statement; or
(2) provides in a separate statement information as is necessary to enable participants and
beneficiaries to determine their vested benefits.

The benefit statement must also include the value of each investment to which assets in
the individual’s account are allocated (determined as of the plan’s most recent valuation date),
including the value of any assets held in the form or employer securities or employer real
property (without regard to whether the securities or real property were contributed by the
employer or acquired at the direction of the individual). A quarterly benefit statement provided
to a participant or beneficiary who has the right to direct investments must also provide: (1) an
explanation of any limitations or restrictions on any right of the individual to direct an
investment; and (2) a notice that investments in any individual account may not be adequately
diversified if the value of any investment in the account exceeds 20 percent of the fair market
value of all investments in the account.

The benefit statement must be written in a manner calculated to be understood by the
average plan participant. It may be delivered in written, electronic, or other appropriate form to
the extent that such form is reasonably accessible to the recipient. For example, regulations
could permit current benefit statements to be provided on a continuous basis through a secure
plan website for a participant or beneficiary who has access to the website.

'8 In the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or maintained

by the employer, the benefit statement generally must be provided by the issuer of the annuity contract.
The benefit statement requirements do not apply to a one-participant retirement plan The term “one-
participant retirement plan” is defined as under the provision requiring plans to provide diversification
rights with respect to employer securities and employer real property.
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The Secretary of Labor is directed, within 180 days after the date of enactment of the
proposal, to develop one or more model benefit statements, written in a manner calculated to be
understood by the average plan participant, that may be used by plan administrators in
complying with the requirements of ERISA and the Code. The use of the model statement is
optional. It is intended that the model statement include items such as the amount of
nonforfeitable accrued benefits as of the statement date that are payable at normal retirement age
under the plan, the amount of accrued benefits that are forfeitable but that may become
nonforfeitable under the terms of the plan, information on how to contact the Social Security
Administration to obtain a participant’s personal earnings and benefit estimate statement, and
other information that may be important to understanding benefits earned under the plan.

Sanctions for failure to provide information

Excise tax

Under the proposal, an excise tax generally applies in the case of a failure to provide a
benefit statement as required under the Code. The excise tax is generally imposed on the
employer if a required benefit statement or model form is not provided.’ The excise tax is $100
per day for each participant or beneficiary with respect to whom the failure occurs, until the
benefit statement or model form is provided or the failure is otherwise corrected. If the employer
exercises reasonable diligence to meet the benefit statement, the total excise tax imposed during
a taxable year will not exceed $500,000.

No tax will be imposed with respect to a failure if the employer does not know that the
failure existed and exercises reasonable diligence to comply with the benefit statement
requirement. In addition, no tax will be imposed if the employer exercises reasonable diligence
to comply and provides the required benefit statement within 30 days of learning of the failure.
In the case of a failure due to reasonable cause and not to willful neglect, the Secretary of the
Treasury is authorized to waive the excise tax to the extent that the payment of the tax would be
excessive or otherwise inequitable relative to the failure involved.

ERISA enforcement

The ERISA remedies that apply in the case of a failure or refusal to provide a participant
with information under present law apply if the plan administrator fails to furnish a benefit
statement required under the proposal. That is, the participant or beneficiary is entitled to bring a
civil action to recover from the plan administrator $100 a day, within the court’s discretion, or
such other relief that the court deems proper.

% 11 the case of a multiemployer plan, the excise tax is imposed on the plan. In the case of a tax-
sheltered annuity (sec. 403(b)) that is not a plan established or maintained by the employer, the tax is
generally imposed on the issuer of the annuity contract.
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Exception for governmental and church plans

The proposal contains an exception from the benefit statement under the Code for a
governmental plan or a church plan. In addition, such plans are generally exempt from ERISA.
Accordingly, the benefit statement and investment notice requirements do not apply to a
governmental plan or a church plan.

Effective Date

The proposal is generally effective for plan years beginning after December 31, 2006. In
the case of a plan maintained pursuant to one or more collective bargaining agreements, the
proposal is effective for plan years beginning after the earlier of (1) the later of December 31,
2007, or the date on which the last of such collective bargaining agreements terminates
(determined without regard to any extension thereof after the date of enactment), or
(2) December 31, 2008.
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D. Notice to Participants and Beneficiaries of Blackout Periods

Present Law

In general

The Sarbanes-Oxley Act of 2002%° amended ERISA to require that the plan administrator
of an individual account plan® provide advance notice of a blackout period (a “blackout notice”)
to plan participants and beneficiaries to whom the blackout period applies.”> Generally, notice
must be provided at least 30 days before the beginning of the blackout period. In the case of a
blackout period that applies with respect to employer securities, the plan administrator must also
provide timely notice of the blackout period to the employer (or the affiliate of the employer that
issued the securities, if applicable).

The blackout notice requirement does not apply to a one-participant retirement plan,
which is defined as a plan that (1) on the first day of the plan year, covered only the employer
(and the employer’s spouse) and the employer owns the entire business (whether or not
incorporated) or covers only one or more partners (and their spouses) in a business partnership
(including partners in an S or C corporation as defined in section 1361(a) of the Code), (2) meets
the minimum coverage requirements without being combined with any other plan that covers
employees of the business, (3) does not provide benefits to anyone except the employer (and the
employer’s spouse) or the partners (and their spouses), (4) does not cover a business that is a
member of an affiliated service group, a controlled group of corporations, or a group of
corporations under common control, and (5) does not cover a business that leases employees.”®

Definition of blackout period

A blackout period is any period during which any ability of participants or beneficiaries
under the plan, which is otherwise available under the terms of the plan, to direct or diversify
assets credited to their accounts, or to obtain loans or distributions from the plan, is temporarily
suspended, limited, or restricted if the suspension, limitation, or restriction is for any period of
more than three consecutive business days. However, a blackout period does not include a
suspension, limitation, or restriction that (1) occurs by reason of the application of securities
laws, (2) is a change to the plan providing for a regularly scheduled suspension, limitation, or

2 pyb. L. No. 107-204 (2002).

2L An “individual account plan” is the term generally used under ERISA for a defined
contribution plan.

22 ERISA sec. 101(i), as enacted by section 306(b) of the Sarbanes-Oxley Act of 2002. Under
section 306(a), a director or executive officer of a publicly-traded corporation is prohibited from trading
in employer stock during blackout periods in certain circumstances. Section 306 is effective 180 days
after enactment.

% Governmental plans and church plans are exempt from ERISA. Accordingly, the blackout
notice requirement does not apply to these plans.
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restriction that is disclosed through a summary of material modifications to the plan or materials
describing specific investment options under the plan, or changes thereto, or (3) applies only to
one or more individuals, each of whom is a participant, alternate payee, or other beneficiary
under a qualified domestic relations order.

Timing of notice

Notice of a blackout period is generally required at least 30 days before the beginning of
the period. The 30-day notice requirement does not apply if (1) deferral of the blackout period
would violate the fiduciary duty requirements of ERISA and a plan fiduciary so determines in
writing, or (2) the inability to provide the 30-day advance notice is due to events that were
unforeseeable or circumstances beyond the reasonable control of the plan administrator and a
plan fiduciary so determines in writing. In those cases, notice must be provided as soon as
reasonably practicable under the circumstances unless notice in advance of the termination of the
blackout period is impracticable.

Another exception to the 30-day period applies in the case of a blackout period that
applies only to one or more participants or beneficiaries in connection with a merger, acquisition,
divestiture, or similar transaction involving the plan or the employer and that occurs solely in
connection with becoming or ceasing to be a participant or beneficiary under the plan by reason
of the merger, acquisition, divestiture, or similar transaction. Under the exception, the blackout
notice requirement is treated as met if notice is provided to the participants or beneficiaries to
whom the blackout period applies as soon as reasonably practicable.

The Secretary of Labor may provide additional exceptions to the notice requirement that
the Secretary determines are in the interests of participants and beneficiaries.

Form and content of notice

A blackout notice must be written in a manner calculated to be understood by the average
plan participant and must include (1) the reasons for the blackout period, (2) an identification of
the investments and other rights affected, (3) the expected beginning date and length of the
blackout period, and (4) in the case of a blackout period affecting investments, a statement that
the participant or beneficiary should evaluate the appropriateness of current investment decisions
in light of the inability to direct or diversify assets during the blackout period, and (5) other
matters as required by regulations. If the expected beginning date or length of the blackout
period changes after notice has been provided, the plan administrator must provide notice of the
change (and specify any material change in other matters related to the blackout) to affected
participants and beneficiaries as soon as reasonably practicable.

Notices provided in connection with a blackout period (or changes thereto) must be
provided in writing and may be delivered in electronic or other form to the extent that the form is
reasonably accessible to the recipient. The Secretary of Labor is required to issue guidance
regarding the notice requirement and a model blackout notice.
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Penalty for failure to provide notice

In the case of a failure to provide notice of a blackout period, the Secretary of Labor may
assess a civil penalty against a plan administrator of up to $100 per day for each failure to
provide a blackout notice. For this purpose, each violation with respect to a single participant or
beneficiary is treated as a separate violation.

Code requirements

The Code does not contain a notice requirement with respect to blackouts. However, the
Code contains a variety of other notice requirements with respect to qualified plans. Such
requirements are generally enforced by an excise tax. For example, in case of a failure to
provide notice of a significant reduction in benefit accruals, an excise tax of $100 a day is
generally imposed on the employer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is limited to no more than
$500,000.

Description of Proposal

In general

The proposal amends the Code to include a blackout notice requirement similar to the
present law ERISA requirement and makes certain modifications to the ERISA notice
requirement. The blackout notice requirement under the Code does not apply to a one-
participant retirement plan, a governmental plan, or a church plan.*

Definition of blackout period

The proposal also revises the definition of blackout period under the Code and ERISA.
The definition of blackout period is revised to include a suspension, limitation, or restriction of
any ability of participants or beneficiaries to direct or diversify assets credited to their accounts,
or to obtain loans or distributions from the plan, that is otherwise available under the plan,
without regard to whether the ability is specifically provided for in the terms of the plan.

Definition of one-participant retirement plan

The proposal clarifies the definition of a one-participant retirement plan not subject to the
blackout notice requirement. Under the proposal, for purposes of the blackout notice
requirements under the Code and ERISA, the definition is conformed to the definition that
applies under the proposal relating to diversification, thus clarifying that such a plan covers only
an individual (or the individual and his or her spouse) who owns 100 percent of the plan sponsor
(i.e., the employer maintaining the plan), whether or not incorporated, or covers only one or
more partners (or partners and their spouses) in the plan sponsor. For this purpose, a partner

# In the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or maintained
by the employer, the blackout notice generally must be provided by the issuer of the annuity contract.
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includes an owner of a business that is treated as a partnership for tax purposes and a two-percent
shareholder of an S corporation.

Excise tax for failure to provide notice

Under the proposal, an excise tax is generally imposed on the employer if a blackout
notice is not provided as required under the Code.”®> The excise tax is $100 per day for each
applicable individual with respect to whom the failure occurred, until notice is provided or the
failure is otherwise corrected. If the employer exercises reasonable diligence to meet the notice
requirements, the total excise tax imposed during a taxable year will not exceed $500,000. No
tax will be imposed with respect to a failure if the employer does not know that the failure
existed and exercises reasonable diligence to comply with the notice requirement. In addition,
no tax will be imposed if the employer exercises reasonable diligence to comply and provides the
required notice as soon as reasonably practicable after learning of the failure. In the case of a
failure due to reasonable cause and not to willful neglect, the Secretary of the Treasury is
authorized to waive the excise tax to the extent that the payment of the tax would be excessive or
otherwise inequitable relative to the failure involved.

Effective Date

The amendments to the Code apply to failures to provide the required notice after the
date of enactment. The amendments to ERISA made by the proposal are effective as if included
in section 306 of the Sarbanes-Oxley Act of 2002.

% In the case of a multiemployer plan, the excise tax is imposed on the plan. In the case of a tax-
sheltered annuity (sec. 403(b)) that is not a plan established or maintained by the employer, the excise tax
generally is imposed on the issuer of the annuity contract.
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E. Additional IRA Contributions for Certain Employees
Present Law

Under present law, favored tax treatment applies to qualified retirement plans maintained
by employers and to individual retirement arrangements (“IRAS”).

Qualified defined contribution plans may permit both employees and employers to make
contributions to the plan. Under a qualified cash or deferred arrangement (commonly referred to
as a “section 401(k) plan”), employees may elect to make pretax contributions to a plan, referred
to as elective deferrals. Employees may also be permitted to make after-tax contributions to a
plan. In addition, a plan may provide for employer nonelective contributions or matching
contributions. Nonelective contributions are employer contributions that are made without
regard to whether the employee makes elective deferrals or after-tax contributions. Matching
contributions are employer contributions that are made only if the employee makes elective
deferrals or after-tax contributions. Matching contributions are sometimes made in the form of
employer stock.

Under present law, an individual may generally make contributions to an IRA for a
taxable year up to the lesser of a certain dollar amount or the individual’s compensation. The
maximum annual dollar limit on IRA contributions to IRAs is $4,000 for 2005-2007 and $5,000
for 2008, with indexing thereafter. Individuals who have attained age 50 may make additional
“catch-up” contributions to an IRA for a taxable year of up to $500 in 2005 and $1,000 in 2006
and thereafter.

Present law provides a temporary nonrefundable tax credit for eligible taxpayers for
qualified retirement savings contributions (“saver’s” credit). The maximum annual contribution
eligible for the credit is $2,000. The credit rate depends on the adjusted gross income (“AGI”) of
the taxpayer. Taxpayers filing joint returns with AGI of $50,000 or less, head of household
returns of $37,500 or less, and single returns of $25,000 or less are eligible for the credit. The
AGI limits applicable to single taxpayers apply to married taxpayers filing separate returns. The
credit is in addition to any deduction or exclusion that would otherwise apply with respect to the
contribution. The credit offsets minimum tax liability as well as regular tax liability. The credit
is available to individuals who are 18 or over, other than individuals who are full-time students
or claimed as a dependent on another taxpayer’s return. The credit is available with respect to
contributions to various types of retirement savings arrangements, including contributions to a
traditional or Roth IRA.

Description of Proposal

Under the proposal, an eligible individual would be permitted to make additional
contributions to an IRA up to $1,500 per year in 2005, and $3,000 per year in 2006-2009. To be
eligible to make these additional contributions, an individual must have been a participant in a
section 401(k) plan under which the employer matched at least 50 percent of the employee’s
contribution to the plan with stock of the employer. In addition, (1) the employer must have
filed for bankruptcy, (2) the employer or any other person must have been subject to an
indictment or conviction resulting from business transactions related to the bankruptcy, and
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(3) the individual was a participant in the section 401(k) plan on the date six months before the
employer filed for bankruptcy. An individual eligible to make these additional contributions is
not permitted to make IRA catch-up contributions that apply to individuals age 50 and older.

Under the proposal, the saver’s credit applies, with modifications, to an additional IRA
contribution made by an eligible individual in a taxable year beginning before January 1, 2008.
The modified credit is equal to 50 percent of the additional IRA contribution and is available
without regard to the individual’s adjusted gross income.

Effective Date

The ability to make additional IRA contributions is effective for taxable years beginning
after December 31, 2004, and before January 1, 2010. The modified saver’s credit applies with
respect to additional IRA contributions made for taxable years beginning after December 31,
2004, and before January 1, 2008.

20



1. PROVIDING INVESTMENT ADVICE AND
INVESTMENT EDUCATION TO PLAN PARTICIPANTS

A. Investment Education Requirements for Defined Contribution Plan Participants

Present Law

In general

Under ERISA, a plan administrator is required to furnish participants with certain notices
and information about the plan.?® If a plan administrator fails or refuses to furnish to a
participant information required to be provided to the participant within 30 days of the
participant’s written request, the participant generally may bring a civil action to recover from
the plan administrator $100 a day, within the court’s discretion, or other relief that the court
deems proper.

The Code contains a variety of notice requirements with respect to qualified plans. Such
requirements are generally enforced by an excise tax. For example, in case of a failure to
provide notice of a significant reduction in benefit accruals, an excise tax of $100 a day is
generally imposed on the employer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is limited to no more than
$500,000.

Pension benefit statements

ERISA provides that a plan administrator must furnish a benefit statement to any
participant or beneficiary who makes a written request for such a statement. The benefit
statement must indicate, on the basis of the latest available information: (1) the participant’s or
beneficiary’s total accrued benefit; and (2) the participant’s or beneficiary’s vested accrued
benefit or the earliest date on which the accrued benefit will become vested. A participant or
beneficiary is not entitled to receive more than one benefit statement during any 12-month
period.

Statements to participants on separation from service

A plan administrator must furnish a statement to each participant who: (1) separates from
service during the year; (2) is entitled to a deferred vested benefit under the plan as of the end of
the plan year; and (3) whose benefits were not paid during the year. The statement must set forth
the nature, amount, and form of the deferred vested benefit to which the participant is entitled.
The plan administrator generally must provide the statement no later than 180 days after the end
of the plan year in which the separation from service occurs.

% Governmental plans and church plans are exempt from ERISA, including requirements to
provide notices or information to participants.
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Investment guidelines

Present law does not require that participants be given investment guidelines relating to
retirement savings.

Description of Proposal

In general

Under the proposal, the administrator of a defined contribution plan (other than a one-
participant retirement plan) is required under the Code and ERISA to provide at least once a year
a model form relating to basic investment guidelines to each participant or beneficiary who has
the right to direct the investment of the assets in his or her account under the plan.?’

Model form

Under the proposal, the Secretary of the Treasury is directed, in consultation with the
Secretary of Labor, to develop and make available a model form containing basic guidelines for
investing for retirement. The guidelines in the model form are to include: (1) information on the
benefits of diversification of investments; (2) information on the essential differences, in terms of
risk and return, of pension plan investments, including stocks, bonds, mutual funds and money
market investments; (3) information on how an individual’s investment allocations under the
plan may differ depending on the individual’s age and years to retirement, as well as other
factors determined by the Secretary; (4) sources of information where individuals may learn
more about pension rights, individual investing, and investment advice; and (5) such other
information related to individual investing as the Secretary determines appropriate. For example,
information on how investment fees may affect the return on an investment is appropriate other
information that the Secretary may determine must be included in the investment guidelines.

The model form must also include addresses for Internet sites, and a worksheet, that a
participant or beneficiary may use to calculate: (1) the retirement age value of the individual’s
vested benefits under the plan (expressed as an annuity amount and determined by reference to
varied historical annual rates of return and annuity interest rates); and (2) other important
amounts relating to retirement savings, including the amount that an individual must save
annually in order to provide a retirement income equal to various percentages of his or her
current salary (adjusted for expected growth prior to retirement). The Secretary of the Treasury
is directed to provide at least 90 days for public comment before publishing final notice of the
model form and to update the model form at least annually. In addition, the Secretary of Labor is
required to develop an Internet site to be used by an individual in making these calculations, the
address of which will be included in the model form.

%" In the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or maintained
by the employer, the model form generally must be provided by the issuer of the annuity contract.
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The model form must be written in a manner calculated to be understood by the average
plan participant and may be delivered in written, electronic, or other appropriate form to the
extent that such form is reasonably accessible to the recipient.

Sanctions for failure to provide information

Excise tax

Under the proposal, an excise tax generally applies in the case of a failure to provide an
investment guideline model form as required under the Code. The excise tax is generally
imposed on the employer if a required benefit statement or model form is not provided.® The
excise tax is $100 per day for each participant or beneficiary with respect to whom the failure
occurs, until the model form is provided or the failure is otherwise corrected. If the employer
exercises reasonable diligence to meet the model form requirement, the total excise tax imposed
during a taxable year will not exceed $500,000.

No tax will be imposed with respect to a failure if the employer does not know that the
failure existed and exercises reasonable diligence to comply with the model form requirement.
In addition, no tax will be imposed if the employer exercises reasonable diligence to comply and
provides the required model form within 30 days of learning of the failure. In the case of a
failure due to reasonable cause and not to willful neglect, the Secretary of the Treasury is
authorized to waive the excise tax to the extent that the payment of the tax would be excessive or
otherwise inequitable relative to the failure involved.

ERISA enforcement

The Secretary of Labor may assess a civil penalty against the plan administrator of up to
$100 a day from the date of the failure. For this purpose, each violation with respect to any
single participant or beneficiary is treated as a separate violation.

Exception for governmental and church plans

The proposal contains an exception from the investment notice requirements under the
Code for a governmental plan or a church plan. In addition, such plans are generally exempt
from ERISA. Accordingly, the benefit statement and investment notice requirements do not
apply to a governmental plan or a church plan.

Effective Date

The proposal is generally effective for plan years beginning after December 31, 2006. In
the case of a plan maintained pursuant to one or more collective bargaining agreements, the
proposal is effective for plan years beginning after the earlier of (1) the later of December 31,

%8 In the case of a multiemployer plan, the excise tax is imposed on the plan. In the case of a tax-
sheltered annuity (sec. 403(b)) that is not a plan established or maintained by the employer, the tax is
generally imposed on the issuer of the annuity contract.
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2007, or the date on which the last of such collective bargaining agreements terminates
(determined without regard to any extension thereof after the date of enactment), or
(2) December 31, 2008.
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B. Information Relating to Investment in Employer Securities
Present Law

The Code and ERISA require that certain information be provided to participants and
beneficiaries under employer-sponsored retirement plans. Present law does not specifically
require that participants in defined contribution plans which permit participants to direct the
investment of the assets in their accounts in employer securities be provided with the reports,
statements, and communications which are required to be provided to investors in connection
with investing in securities under applicable securities laws.

The Code contains a variety of notice requirements with respect to qualified plans. Such
requirements are generally enforced by an excise tax. For example, in case of a failure to
provide notice of a significant reduction in benefit accruals, an excise tax of $100 a day is
generally imposed on the employer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is limited to no more than
$500,000.

Under ERISA, if a plan administrator fails or refuses to furnish to a participant
information required to be provided to the participant within 30 days of the participant’s written
request, the participant generally may bring a civil action to recover from the plan administrator
$100 a day, within the court’s discretion, or other relief that the court deems proper.

Description of Proposal

In general

The proposal creates a new requirement in connection with defined contribution plans
which permit participants to direct the investment of the assets in their accounts in employer
securities. The proposal amends the Code and ERISA to require administrators of such plans to
provide participants with all reports, proxy statements, and other communications regarding
investment of such assets in employer securities to the extent that such reports, statements, and
communications are required to be provided by the plan sponsor to investors in connection with
investment employer securities under applicable securities laws. Any such information which is
maintained by the plan sponsor must be provided to the plan administrator.

The reports, statements, and communications may be delivered in written, electronic, or
other appropriate form to the extent that such form is reasonably accessible to participants.

Sanctions for failure to provide information

Excise tax

Under the proposal, an excise tax generally applies in the case of a failure to provide the
information as required under the Code. The excise tax is generally imposed on the employer if
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notice is not provided.” The excise tax is $100 per day for each participant or beneficiary with
respect to whom the failure occurs, until the information is provided or the failure is otherwise
corrected. If the employer exercises reasonable diligence to meet the requirement, the total
excise tax imposed during a taxable year will not exceed $500,000.

No tax will be imposed with respect to a failure if the employer does not know that the
failure existed and exercises reasonable diligence to comply with the requirement. In addition,
no tax is imposed if the employer exercises reasonable diligence to comply and provides the
required information within 30 days of learning of the failure. In the case of a failure due to
reasonable cause and not to willful neglect, the Secretary of the Treasury is authorized to waive
the excise tax to the extent that the payment of the tax would be excessive or otherwise
inequitable relative to the failure involved.

ERISA civil penalty

In the case of a failure or refusal to provide the information as required under the
proposal, the Secretary of Labor may assess a civil penalty against the plan administrator of up to
$1,000 a day from the date of the failure or refusal until it is corrected.

Effective Date

The proposal is generally effective for plan years beginning after December 31, 2005. In
the case of a plan maintained pursuant to one or more collective bargaining agreements, the
proposal is effective for plan years beginning after the earlier of (1) the later of December 31,
2006, or the date on which the last of such collective bargaining agreements terminates
(determined without regard to any extension thereof after the date of enactment), or
(2) December 31, 2007.

2 |n the case of a multiemployer plan, the excise tax is imposed on the plan.
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C. Safe Harbor for Independent Investment Advice Provided to Plan Participants
Present Law

ERISA requires an employee benefit plan to provide for one or more named fiduciaries
who jointly or severally have the authority to control and manage the operation and
administration of the plan. In addition to fiduciaries named in the plan, or identified pursuant to
a procedure specified in the plan, a person is a plan fiduciary under ERISA to the extent the
fiduciary exercises any discretionary authority or control over management of the plan or
exercises authority or control over management or disposition of its assets, renders investment
advice for a fee or other compensation, or has any discretionary authority or responsibility in the
administration of the plan. In certain circumstances, a fiduciary under ERISA may be liable for a
breach of responsibility by a co-fiduciary.

Description of Proposal

In general

The proposal amends ERISA by adding specific rules dealing with the provision of
investment advice to plan participants by a qualified investment adviser. The proposal applies to
an individual account plan® that permits a participant or beneficiary to direct the investment of
the assets in his or her account. Under the proposal, if certain requirements are met, an employer
or other plan fiduciary will not be liable for investment advice provided by a qualified
investment adviser.

Qualified investment adviser

Under the proposal, a “qualified investment adviser” is defined as a person who is a plan
fiduciary by reason of providing investment advice and who is also (1) a registered investment
adviser under the Investment Advisers Act of 1940 or registered as an investment adviser under
the laws of the State (consistent with section 203A of the Investment Advisers Act™) in which
the adviser maintains its principal office, (2) a bank or similar financial institution, (3) an
insurance company qualified to do business under State law, or (4) a comparably qualified entity
under criteria to be established by the Secretary of Labor. In addition, any individual who
provides investment advice to participants on behalf of the investment adviser (such as an
employee thereof) is required to be (1) a registered investment adviser under Federal or State law
as described above,*? (2) a registered broker or dealer under the Securities Exchange Act, (3) a

% An “individual account plan” is the term generally used under ERISA for a defined
contribution plan.

%1 See 15 U.S.C. 80b-3a. Nothing in the provision is intended to restrict the authority under
present law of any State to assert jurisdiction over investment advisers and investment adviser
representatives based on their presence in the State or the fact that they have clients in the State.

%2 An individual who is registered as an investment adviser under the laws of a State is a
qualified investment adviser only if the State has an examination requirement to qualify for such
registration.
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registered representative under the Securities Exchange Act or the Investment Advisers Act, or
(4) any comparably qualified individual under criteria to be established by the Secretary of
Labor.

A qualified investment adviser is required to provide the following documents to the
employer or plan fiduciary: (1) the contract for investment advice services, (2) a disclosure of
any fees or other compensation to be received by the investment adviser for the provision of
investment advice and any fees or other compensation to be received as a result of a participant’s
investment choices, and (3) its registration with the Securities and Exchange Commission or
other documentation of its status as a qualified investment adviser. A qualified investment
adviser that acknowledges its fiduciary status will be a fiduciary under ERISA with respect to
investment advice provided to a participant or beneficiary.

Requirements for employer or other fiduciary

Before designating the investment adviser and at least annually thereafter, the employer
or other fiduciary is required to obtain written verification that the investment adviser (1) is a
qualified investment adviser, (2) acknowledges its status as a plan fiduciary that is solely
responsible for the investment advice it provides, (3) has reviewed the plan document (including
investment options) and determined that its relationship with the plan and the investment advice
provided to any participant or beneficiary, including the receipt of fees or compensation, will not
violate the prohibited transaction rules, (4) will consider any employer securities or employer
real property allocated to the participant’s or beneficiary’s account in providing investment
advice, and (5) has the necessary insurance coverage (as determined by the Secretary of Labor)
for any claim by a participant or beneficiary.

In designating an investment adviser, the employer or other fiduciary is required to
review the documents provided by the qualified investment adviser. The employer or other
fiduciary is also required to make a determination that there is no material reason not to engage
the investment adviser.

In the case of (1) information that the investment adviser is no longer qualified or
(2) concerns about the investment adviser’s services raised by a substantial number of
participants or beneficiaries, the employer or other fiduciary is required within 30 days to
investigate and to determine whether to continue the investment adviser’s services.

An employer or other fiduciary that complies with the requirements for designating and
monitoring an investment adviser will be deemed to have satisfied its fiduciary duty in the
prudent selection and periodic review of an investment adviser and does not bear liability as a
fiduciary or co-fiduciary for any loss or breach resulting from the investment advice.

Effective Date

The proposal applies to investment advisers designated after the date of enactment of the
proposal.
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D. Treatment of Employer-Provided Qualified Retirement Planning Services
Present Law

Under present law, certain employer-provided fringe benefits are excludable from gross
income and wages for employment tax purposes.®* These excludable fringe benefits include
qualified retirement planning services provided to an employee and his or her spouse by an
employer maintaining a qualified employer plan. A qualified employer plan includes a qualified
retirement plan or annuity, a tax-sheltered annuity, a simplified employee pension, a SIMPLE
retirement account, or a governmental plan, including an eligible deferred compensation plan
maintained by a governmental employer.

Qualified retirement planning services are retirement planning advice and information.
The exclusion is not limited to information regarding the qualified employer plan, and, thus, for
example, applies to advice and information regarding retirement income planning for an
individual and his or her spouse and how the employer’s plan fits into the individual’s overall
retirement income plan. On the other hand, the exclusion does not apply to services that may be
related to retirement planning, such as tax preparation, accounting, legal or brokerage services.

The exclusion does not apply with respect to highly compensated employees unless the
services are available on substantially the same terms to each member of the group of employees
normally provided education and information regarding the employer’s qualified plan.

Description of Proposal

The proposal permits employers to offer employees a choice between cash compensation
and eligible qualified retirement planning services. The maximum amount for which such a
choice can be provided is limited to $1,000 per individual, per year. The proposal only applies to
qualified retirement planning services provided by an eligible investment adviser.

Under the proposal, an “eligible investment adviser” is defined as a person who is (1) a
registered investment adviser under the Investment Advisers Act of 1940 or registered as an
investment adviser under the laws of the State (consistent with section 203A of the Investment
Advisers Act*®) in which the adviser maintains its principal office, (2) a bank or similar financial
institution, (3) an insurance company qualified to do business under State law, or (4) a
comparably qualified entity under criteria to be established by the Secretary of Treasury. In
addition, any individual who provides investment advice to participants on behalf of the
investment adviser (such as an employee thereof) is required to be (1) a registered investment
adviser under Federal or State law as described above,® (2) a registered broker or dealer under
the Securities Exchange Act, (3) a registered representative under the Securities Exchange Act or

% Secs. 132 and 3121(a)(20).
% See 15 U.S.C. 80b-3a.

¥ An individual who is registered as an investment adviser under the laws of a State is an eligible
investment adviser only if the State has an examination requirement to qualify for such registration.
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the Investment Advisers Act, or (4) any comparably qualified individual under criteria to be
established by the Secretary of Treasury.

As under present law, the proposal applies only to amounts for retirement planning
advice and information and does not apply to services that may be related to retirement planning,
such as tax preparation, accounting, legal or brokerage services.

Under the proposal, no amount is includible in gross income or wages merely because the
employee is offered the choice of cash in lieu of eligible qualified retirement planning services.
Also, no amount is includible in income or wages merely because the employee is offered a
choice among eligible qualified retirement planning services. The amount of cash offered is
includible in income and wages only to the extent the employee elects cash. The exclusion does
not apply to highly compensated employees unless the salary reduction option is available on
substantially the same terms to all employees normally provided education and information
about the plan.

Under the proposal, salary reduction amounts used to provide eligible qualified
retirement planning services are generally treated for pension plan purposes the same as other
salary reduction contributions. Thus, such amounts are included in compensation for purposes of
applying the limits on contributions and benefits, and an employer is able to elect whether or not
to include such amounts in compensation for nondiscrimination testing.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2005, and
before January 1, 2011.
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I11. IMPROVEMENTS IN FUNDING RULES FOR SINGLE-EMPLOYER
DEFINED BENEFIT PENSION PLANS AND RELATED PROVISIONS

A. Minimum Funding Rules for Single-Employer
Defined Benefit Pension Plans

Present Law

In general

Single-employer defined benefit pension plans are subject to minimum funding
requirements under the Employee Retirement Income Security Act of 1974 (“ERISA”) and the
Internal Revenue Code (the “Code”).*® The amount of contributions required for a plan year
under the minimum funding rules is generally the amount needed to fund benefits earned during
that year plus that year’s portion of other liabilities that are amortized over a period of years,
such as benefits resulting from a grant of past service credit. The amount of required annual
contributions is determined under one of a number of acceptable actuarial cost methods.
Additional contributions are required under the deficit reduction contribution rules in the case of
certain underfunded plans. No contribution is required under the minimum funding rules in
excess of the full funding limit (described below).

General minimum funding rules

Funding standard account

As an administrative aid in the application of the funding requirements, a defined benefit
pension plan is required to maintain a special account called a “funding standard account” to
which specified charges and credits are made for each plan year, including a charge for normal
cost and credits for contributions to the plan. Other credits or charges or credits may apply as a
result of decreases or increases in past service liability as a result of plan amendments,
experience gains or losses, gains or losses resulting from a change in actuarial assumptions, or a
waiver of minimum required contributions.

In determining plan funding under an actuarial cost method, a plan’s actuary generally
makes certain assumptions regarding the future experience of a plan. These assumptions
typically involve rates of interest, mortality, disability, salary increases, and other factors
affecting the value of assets and liabilities. If the plan’s actual unfunded liabilities are less than
those anticipated by the actuary on the basis of these assumptions, then the excess is an

% Code sec. 412. The minimum funding rules also apply to multiemployer plans, but the rules
for multiemployer plans differ in various respects from the rules applicable to single-employer plans. The
minimum funding rules do not apply to governmental plans or to church plans, except church plans with
respect to which an election has been made to have various ERISA and Code requirements, including the
funding requirements, apply to the plan. In addition, special rules apply to certain plans funded
exclusively by the purchase of individual insurance contracts (referred to as “insurance contract” plans).
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experience gain. If the actual unfunded liabilities are greater than those anticipated, then the
difference is an experience loss. Experience gains and losses for a year are generally amortized
as credits or charges to the funding standard account over five years.

If the actuarial assumptions used for funding a plan are revised and, under the new
assumptions, the accrued liability of a plan is less than the accrued liability computed under the
previous assumptions, the decrease is a gain from changes in actuarial assumptions. If the new
assumptions result in an increase in the accrued liability, the plan has a loss from changes in
actuarial assumptions. The accrued liability of a plan is the actuarial present value of projected
pension benefits under the plan that will not be funded by future contributions to meet normal
cost or future employee contributions. The gain or loss for a year from changes in actuarial
assumptions is amortized as credits or charges to the funding standard account over ten years.

If minimum required contributions are waived (as discussed below), the waived amount
(referred to as a “waived funding deficiency) is credited to the funding standard account. The
waived funding deficiency is then amortized over a period of five years, beginning with the year
following the year in which the waiver is granted. Each year, the funding standard account is
charged with the amortization amount for that year unless the plan becomes fully funded.

If, as of the close of a plan year, the funding standard account reflects credits at least
equal to charges, the plan is generally treated as meeting the minimum funding standard for the
year. If, as of the close of the plan year, charges to the funding standard account exceed credits
to the account, then the excess is referred to as an “accumulated funding deficiency.” Thus, as a
general rule, the minimum contribution for a plan year is determined as the amount by which the
charges to the funding standard account would exceed credits to the account if no contribution
were made to the plan. For example, if the balance of charges to the funding standard account of
a plan for a year would be $200,000 without any contributions, then a minimum contribution
equal to that amount would be required to meet the minimum funding standard for the year to
prevent an accumulated funding deficiency.

Credit balances

If credits to the funding standard account exceed charges, a “credit balance” results. A
credit balance results, for example, if contributions in excess of minimum required contributions
are made. Similarly, a credit balance may result from large net experience gains. The amount of
the credit balance, increased with interest at the rate used under the plan to determine costs, can
be used to reduce future required contributions.

Funding methods and general concepts

A defined benefit pension plan is required to use an acceptable actuarial cost method to
determine the elements included in its funding standard account for a year. Generally, an
actuarial cost method breaks up the cost of benefits under the plan into annual charges consisting
of two elements for each plan year. These elements are referred to as: (1) normal cost; and
(2) supplemental cost.

The plan’s normal cost for a plan year generally represents the cost of future benefits
allocated to the year by the funding method used by the plan for current employees and, under
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some funding methods, for separated employees. Specifically, it is the amount actuarially
determined that would be required as a contribution by the employer for the plan year in order to
maintain the plan if the plan had been in effect from the beginning of service of the included
employees and if the costs for prior years had been paid, and all assumptions as to interest,
mortality, time of payment, etc., had been fulfilled. The normal cost will be funded by future
contributions to the plan: (1) in level dollar amounts; (2) as a uniform percentage of payroll;

(3) as a uniform amount per unit of service (e.g., $1 per hour); or (4) on the basis of the actuarial
present values of benefits considered accruing in particular plan years.

The supplemental cost for a plan year is the cost of future benefits that would not be met
by future normal costs, future employee contributions, or plan assets. The most common
supplemental cost is that attributable to past service liability, which represents the cost of future
benefits under the plan: (1) on the date the plan is first effective; or (2) on the date a plan
amendment increasing plan benefits is first effective. Other supplemental costs may be
attributable to net experience losses, changes in actuarial assumptions, and amounts necessary to
make up funding deficiencies for which a waiver was obtained. Supplemental costs must be
amortized (i.e., recognized for funding purposes) over a specified number of years, depending on
the source. For example, the cost attributable to a past service liability is generally amortized
over 30 years.

Normal costs and supplemental costs under a plan are computed on the basis of an
actuarial valuation of the assets and liabilities of a plan. An actuarial valuation is generally
required annually and is made as of a date within the plan year or within one month before the
beginning of the plan year. However, a valuation date within the preceding plan year may be
used if, as of that date, the value of the plan’s assets is at least 100 percent of the plan’s current
liability (i.e., the present value of benefit liabilities under the plan, as described below).

For funding purposes, the actuarial value of plan assets may be used, rather than fair
market value. The actuarial value of plan assets is the value determined under a reasonable
actuarial valuation method that takes into account fair market value and is permitted under
Treasury regulations. Any actuarial valuation method used must result in a value of plan assets
that is not less than 80 percent of the fair market value of the assets and not more than 120
percent of the fair market value. In addition, if the valuation method uses average value of the
plan assets, values may be used for a stated period not to exceed the five most recent plan years,
including the current year.

In applying the funding rules, all costs, liabilities, interest rates, and other factors are
required to be determined on the basis of actuarial assumptions and methods, each of which is
reasonable (taking into account the experience of the plan and reasonable expectations), or
which, in the aggregate, result in a total plan contribution equivalent to a contribution that would
be obtained if each assumption and method were reasonable. In addition, the assumptions are
required to offer the actuary’s best estimate of anticipated experience under the plan.*’

37 Under present law, certain changes in actuarial assumptions that decrease the liabilities of an
underfunded single-employer plan must be approved by the Secretary of the Treasury.
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Additional contributions for underfunded plans

In general

Under special funding rules (referred to as the “deficit reduction contribution” rules),® an
additional charge to a plan's funding standard account is generally required for a plan year if the
plan’s funded current liability percentage for the plan year is less than 90 percent.** A plan’s
“funded current liability percentage” is generally the actuarial value of plan assets as a
percentage of the plan’s current liability.”* In general, a plan’s current liability means all
liabilities to employees and their beneficiaries under the plan, determined on a present-value
basis.

The amount of the additional charge required under the deficit reduction contribution
rules is the sum of two amounts: (1) the excess, if any, of (a) the deficit reduction contribution
(as described below), over (b) the contribution required under the normal funding rules; and
(2) the amount (if any) required with respect to unpredictable contingent event benefits. The
amount of the additional charge cannot exceed the amount needed to increase the plan’s funded
current liability percentage to 100 percent (taking into account any expected increase in current
liability due to benefits accruing during the plan year).

The deficit reduction contribution is the sum of (1) the “unfunded old liability amount,”
(2) the “unfunded new liability amount,” and (3) the expected increase in current liability due to
benefits accruing during the plan year.** The “unfunded old liability amount” is the amount
needed to amortize certain unfunded liabilities under 1987 and 1994 transition rules. The
“unfunded new liability amount” is the applicable percentage of the plan’s unfunded new
liability. Unfunded new liability generally means the unfunded current liability of the plan (i.e.,
the amount by which the plan’s current liability exceeds the actuarial value of plan assets), but
determined without regard to certain liabilities (such as the plan’s unfunded old liability and

% The deficit reduction contribution rules apply to single-employer plans, other than single-
employer plans with no more than 100 participants on any day in the preceding plan year. Single-
employer plans with more than 100 but not more than 150 participants are generally subject to lower
contribution requirements under these rules.

% Under an alternative test, a plan is not subject to the deficit reduction contribution rules for a
plan year if (1) the plan’s funded current liability percentage for the plan year is at least 80 percent, and
(2) the plan’s funded current liability percentage was at least 90 percent for each of the two immediately
preceding plan years or each of the second and third immediately preceding plan years.

% In determining a plan's funded current liability percentage for a plan year, the value of the
plan's assets is generally reduced by the amount of any credit balance under the plan's funding standard
account. However, this reduction does not apply in determining the plan's funded current liability
percentage for purposes of whether an additional charge is required under the deficit reduction
contribution rules.

“1 | the Secretary of the Treasury prescribes a new mortality table to be used in determining
current liability, as described below, the deficit reduction contribution may include an additional amount.
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unpredictable contingent event benefits). The applicable percentage is generally 30 percent, but
decreases by .40 of one percentage point for each percentage point by which the plan’s funded
current liability percentage exceeds 60 percent. For example, if a plan’s funded current liability
percentage is 85 percent (i.e., it exceeds 60 percent by 25 percentage points), the applicable
percentage is 20 percent (30 percent minus 10 percentage points (25 multiplied by .4)).*

A plan may provide for unpredictable contingent event benefits, which are benefits that
depend on contingencies that are not reliably and reasonably predictable, such as facility
shutdowns or reductions in workforce. The value of any unpredictable contingent event benefit
is not considered in determining additional contributions until the event has occurred. The event
on which an unpredictable contingent event benefit is contingent is generally not considered to
have occurred until all events on which the benefit is contingent have occurred.

Required interest rate and mortality table

Specific interest rate and mortality assumptions must be used in determining a plan’s
current liability for purposes of the special funding rule. For plans years beginning before
January 1, 2004, the interest rate used to determine a plan’s current liability must be within a
permissible range of the weighted average® of the interest rates on 30-year Treasury securities
for the four-year period ending on the last day before the plan year begins. The permissible
range is generally from 90 percent to 105 percent (120 percent for plan years beginning in 2002
or 2003).* The interest rate used under the plan generally must be consistent with the
assumptions which reflect the purchase rates which would be used by insurance companies to
satisfy the liabilities under the plan.*

Under the Pension Funding Equity Act of 2004 (“PFEA 2004"),%° a special interest rate
applies in determining current liability for plan years beginning in 2004 or 2005.*’ For these

“2 1n making these computations, the value of the plan's assets is reduced by the amount of any
credit balance under the plan's funding standard account.

** The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10 percent,
starting with the most recent year in the four-year period. Notice 88-73, 1988-2 C.B. 383.

*|If the Secretary of the Treasury determines that the lowest permissible interest rate in this
range is unreasonably high, the Secretary may prescribe a lower rate, but not less than 80 percent of the
weighted average of the 30-year Treasury rate.

> Code sec. 412(b)(5)(B)(iii)(11). Under Notice 90-11, 1990-1 C.B. 319, the interest rates in the
permissible range are deemed to be consistent with the assumptions reflecting the purchase rates that
would be used by insurance companies to satisfy the liabilities under the plan.

“® Pub. L. No. 108-218 (2004).
4" In addition, under PFEA 2004, if certain requirements are met, reduced contributions under the

deficit reduction contribution rules apply for plan years beginning after December 27, 2003, and before
December 28, 2005, in the case of plans maintained by commercial passenger airlines, employers

35



years, the interest rate used must be within a permissible range of the weighted average of the
rates of interest on amounts invested conservatively in long-term investment-grade corporate
bonds during the four-year period ending on the last day before the plan year begins. The
permissible range for these years is from 90 percent to 100 percent. The interest rate is to be
determined by the Secretary of the Treasury on the basis of two or more indices that are selected
periodically by the Secretary and are in the top three quality levels available.

The Secretary of the Treasury is required to prescribe mortality tables and to periodically
review (at least every five years) and update such tables to reflect the actuarial experience of
pension plans and projected trends in such experience.*® The Secretary of the Treasury has
required the use of the 1983 Group Annuity Mortality Table.*

Other rules

Full funding limitation

No contributions are required under the minimum funding rules in excess of the full
funding limitation. The full funding limitation is the excess, if any, of (1) the accrued liability
under the plan (including normal cost), over (2) the lesser of (a) the market value of plan assets
or (b) the actuarial value of plan assets.® However, the full funding limitation may not be less
than the excess, if any, of 90 percent of the plan’s current liability (including the current liability
normal cost) over the actuarial value of plan assets. In general, current liability is all liabilities to
plan participants and beneficiaries accrued to date, whereas the accrued liability under the full
funding limitation may be based on projected future benefits, including future salary increases.

primarily engaged in the production or manufacture of a steel mill product or in the processing of iron ore
pellets, or a certain labor organization.

“® Code sec. 412(1)(7)(C)(ii).

* Rev. Rul. 95-28, 1995-1 C.B. 74. The IRS and the Treasury Department have announced that
they are undertaking a review of the applicable mortality table and have requested comments on related
issues, such as how mortality trends should be reflected. Notice 2003-62, 2003-38 I.R.B. 576;
Announcement 2000-7, 2000-1 C.B. 586.

%0 For plan years beginning before 2004, the full funding limitation was generally defined as the
excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including normal cost) or (b) a
percentage (170 percent for 2003) of the plan’s current liability (including the current liability normal
cost), over (2) the lesser of (a) the market value of plan assets or (b) the actuarial value of plan assets, but
in no case less than the excess, if any, of 90 percent of the plan’s current liability over the actuarial value
of plan assets. Under the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA"), the
full funding limitation based on 170 percent of current liability is repealed for plan years beginning in
2004 and thereafter. The provisions of EGTRRA generally do not apply for years beginning after
December 31, 2010.
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Timing of plan contributions

In general, plan contributions required to satisfy the funding rules must be made within
8% months after the end of the plan year. If the contribution is made by such due date, the
contribution is treated as if it were made on the last day of the plan year.

In the case of a plan with a funded current liability percentage of less than 100 percent for
the preceding plan year, estimated contributions for the current plan year must be made in
quarterly installments during the current plan year.>* The amount of each required installment is
25 percent of the lesser of (1) 90 percent of the amount required to be contributed for the current
plan %/ear or (2) 100 percent of the amount required to be contributed for the preceding plan
year.

Funding waivers

Within limits, the Secretary of the Treasury is permitted to waive all or a portion of the
contributions required under the minimum funding standard for a plan year (a “waived funding
deficiency”).>® A waiver may be granted if the employer (or employers) responsible for the
contribution could not make the required contribution without temporary substantial business
hardship and if requiring the contribution would be adverse to the interests of plan participants in
the aggregate. Generally, no more than three waivers may be granted within any period of 15
consecutive plan years.

The IRS is authorized to require security to be granted as a condition of granting a waiver
of the minimum funding standard if the sum of the plan's accumulated funding deficiency and
the balance of any outstanding waived funding deficiencies exceeds $1 million.

Failure to make required contributions

An employer is generally subject to an excise tax if it fails to make minimum required
contributions and fails to obtain a waiver from the IRS.>* The excise tax is 10 percent of the
amount of the funding deficiency. In addition, a tax of 100 percent may be imposed if the
funding deficiency is not corrected within a certain period.

> Code sec. 412(m).

%2 |f quarterly contributions are required with respect to a plan, the amount of a quarterly
installment must also be sufficient to cover any shortfall in the plan’s liquid assets (a “liquidity
shortfall”).

> Code sec. 412(d). Under similar rules, the amortization period applicable to net experience
losses may also be extended.

> Code sec. 4971. An excise tax applies also if a quarterly installment is less than the amount
required to cover the plan’s liquidity shortfall.
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If the total of the contributions the employer fails to make (plus interest) exceeds $1
million and the plan’s funded current liability percentage is less than 100 percent, a lien arises in
favor of the plan with respect to all property of the employer and the members of the employer’s
controlled group. The amount of the lien is the total amount of the missed contributions (plus
interest).

Description of Proposal

Interest rate required for plan years beginning in 2006

For plan years beginning after December 31, 2005, and before January 1, 2007, the
proposal generally applies the present-law funding rules.® For such year, the proposal extends
the use of the rate of interest on amounts invested conservatively in long-term investment-grade
corporate bonds in determining current liability for funding purposes. As under present law, the
interest rate used must be within the permissible range of the weighted average of the rates of
interest on amounts invested conservatively in long-term investment-grade corporate bonds
during the four-year period ending on the last day before the plan year begins.

General funding rules for plan years beginning after 2006

For plan years beginning after December 31, 2006, in the case of single-employer defined
benefit pension plans, the proposal repeals the present-law funding rules (including the
requirement that a funding standard account be maintained) and provides a new set of rules for
determining minimum required contributions.”® Under the proposal, the minimum required
contribution to a single-employer defined benefit pension plan for a plan year generally depends
on a comparison of the value of the plan’s assets with the plan’s target liability.

The minimum required contribution for a plan year is the sum of (1) the target normal
cost of the plan for the plan year; (2) the target liability amortization payment for the plan year;
and (3) the waiver amortization payment for the plan year. The sum of the amortization
payments for the plan year cannot exceed the unfunded target liability for the plan year. For plan
years beginning after 2007, a limit applies on the amount that required contributions can increase
or decrease from the contribution required for the prior year.

A plan’s target normal cost for a plan year is the present value of benefits that accrue or
are earned during the plan year. A plan’s unfunded target liability is the excess of the target
liability for the plan year, over the value of the assets of the plan as of the valuation date. Under

* The interest rate used under the proposal for PBGC premiums, and other proposals relating to
such premiumes, is discussed in Part VI, below.

% The proposal does not change the funding rules applicable to insurance contract plans.
Governmental plans and church plans continue to be exempt from the funding rules to the extent provided
under present law. The proposal generally does not change the funding rules for multiemployer plans,
except to repeal the alternative minimum funding standard account rules and extend controlled-group
liability for required contributions to multiemployer plans.
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the proposal, a plan’s target liability is the present value of all liabilities under the plan
attributable to benefits accrued or earned as of the beginning of the plan year. As discussed
below, if a plan sponsor is a financially-weak employer, the target normal cost is the at-risk
normal cost and the target liability is the at-risk target liability.

The proposal specifies the interest rates and mortality table that must be used in
determining a plan's target normal cost and target liability, as well as certain other actuarial
assumptions that must be used.

As described in more detail below, under the proposal, credit balances generated under
present law are carried over to a new “prefunding balance.” In addition, as described more fully
below, contributions in excess of the minimum contributions required under the proposal
generally increase the prefunding balance. Prefunding balances may be credited against the
minimum required contribution. In determining the required contribution for a plan year, the
value of plan assets is reduced by any prefunding balance.

Target normal cost

Under the proposal, the minimum required contribution for a plan year generally includes
the plan’s target normal cost for the plan year. A plan’s target normal cost is the present value of
all benefits which accrue or are earned under the plan during the plan year (the “current” year).
For this purpose, an increase in any benefit attributable to services performed in a preceding year
by reason of a compensation increase during the current year is treated as accruing in the current
year.

As discussed below, if a plan sponsor is a financially-weak employer, the plan’s target
normal cost is the at-risk target normal cost.

Target liability amortization payment

In general

The minimum required contribution includes the target liability amortization payment (if
any) for the plan.

Target liability

A plan’s target liability is the present value of all liabilities to participants and
beneficiaries under 